Indonesia’s Textile and Apparel Industry:
M eeting the Challenges of the
Changing I nter national Trade Environment

WILLIAM E. JAMES, DAVID J. RAY, PETER J. MINOR
Economic Consultants, Nathan' s Associates, Inc.

Working Paper Series Vol. 2002-20
August 2002

ﬁhe views expressed in this publication are those of the author(s) and do \
not necessarily reflect those of the Ingtitute.

No part of thisbook may be used reproduced in any manner whatsoever
without written permission except in the case of brief quotations embodied
in articles and reviews. For information, please write to the Centre.

N J

The International Centre for the Study of East Asian
Development, Kitakyushu



Indonesia’s Textile and Apparel Industry:
M eeting the Challenges of the
Changing I nter national Trade Environment

William E. James, David J. Ray, Peter J. Minor
Economic Consultants, Nathan’s Associates

Abstract

The international trade rules governing trade in textiles and textile products (T TP) are undergoing a dramatic
transformation. The Multi-Fiber Arrangement (MFA) is being phased out and TTP trade will be conducted under the
rules of the World Trade Organization (WTO) as of January 1, 2005. For Indonesia, this presents challenges and
opportunities.  In addition to the phasing out of the MFA, the global trading system is increasingly seeing the
introduction of preferential trade agreements that liberalize trade anongst members, but that discriminate against non-
members. Thethree major centers of world trade, North America, Europe, and East Asia are busy negotiating new
PTAsthat will divert trade in textiles from low-cost non-member producers such asindonesia.  Finaly, China'sentry
into the WTO alows TTP producers thereto avail of liberalized quotas and integration of TTP products into the tariff-
based trade system as of 2002. With rising domestic production costs associated with restive labor markets and
increased government interventions with decentralization, Indonesian TTP producers face a "double-squeeze.  This
paper provides some policy suggestions for how Indonesia might respond to the changes in the external and internal
markets with a view to sustaining exports of TTP in the coming years.
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Introduction: Internal and External Challenges to the Industry

The textile and apparel sector is of critical importance for the Indonesian economy. Prior
to the onset of the economic crisis in late 1997, the textile and apparel sector had been a leading
source of growth in manufacturing output, exports and employment. And, even today, it would
be a serious mistake to regard textiles and apparel as a ‘sunset industry.’

There remain good opportunities for the sector's development, particularly with the
demise of the MFA and its replacement by a more open tariff-based trading regime under the
WTO. However, there are considerable challenges, internal and external, to be overcome. Rising
domestic costs of doing business have been a by-product of decentraization with local
governments, in addition to the taxes paid to the central government, adding numerous levies and
charges both legal and illegal. In addition, new freedoms to organize and engage in collective
bargaining, have been seized upon by labor unions and have resulted in numerous industrial
disputes and lost man-days. Higher labor costs in post-crisis Indonesia arise from sharp increases
in minimum wages and laws entitling workers to generous severance pay. On the external front,
there are also challenges emerging in the form of increasing competition, particularly from China
and India but also from new players such as Vietham and Cambodia as well as from labor-
abundant economies like Pakistan and Bangladesh. Indonesia will face new market access
problems as the result of the proliferation of preferential trade agreements particularly those
involving partnerships between the EU, USA and Japan and developing or newly industrialized
economies. For example, Pakistan has negotiated improved market access with both the EU and
the USA. The EU is also engaged in negotiations for free trade agreements with Egypt and has
already entered into such an agreement with Mexico. Japan and Singapore have concluded a free
-trade agreement and numerous other agreements (over 20) involving East Asian countries and
partners in the Pacific Rim or Europe are in process. The United States has launched preferential
arrangements for textile and apparel imports with numerous developing countries under the

Caribbean Basin Initiative (CBI), the African Growth and Opportunity Act (AGOA), the Andean
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Pact, and NAFTA. Further US free trade agreements with Chile, Singapore and Jordan are under
negotiation (the FTA with Jordan has already been passed into law). The entry into preferential
regional and cross-regional trade agreements of each of three major hubs in world trade and
Indonesia’s exclusion from these agreements could spell disaster for market share in the coming
years.

The study takes up these internal and external challenges in the following sections.
Section |l covers the main characteristics of the industry in Indonesia in terms of production,
employment, trade, size of firms and capital stock. Section IIl examines the domestic
environment under decentralization with a focus on Rising costs. Section 1V takes up the
external challenges in the international marketplace. Section V examines the industry’ s response
to the changing international trade regime in textiles and textile products. Section VI concludes

with policy implications and policy recommendations for Indonesia.

Characteristics and Importance of Textile and Apparel Sectors

Indonesia has one of the most comprehensive data sets on manufacturing of any developing
country. The census of large and medium sized manufacturing establishments provides a wealth
of data for manufacturing establishments with twenty or more employees between the years 1974
and 1998. We make use of this database, augmented by more recent international trade data, in
order to provide information on the basic economic characteristics of the textile and textile
products (TTP) sectors.

Employment, Number of Establishmentsand Capital Stock in TTP

Employment in textiles and apparel manufacturing establishments (all large and medium
scale establishments with twenty or more employees) rose from 401,000 in 1986 to 1,032,000 in
1996 or from 23.7 percent of all manufacturing to 24.4 per cent (adding up the data presented in

table 1).
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Employment fell slightly between 1996 and 1998, but the share of total manufacturing
employment was virtually unchanged at 24.3 per cent. Moreover, output in the textiles and
apparel sectors is not declining as a share of manufacturing output. Between 1986 and 1996 the
share fell from 14.6 per cent to 12.8 per cent, but rebounded to over 16 per cent in 1998 (table 1).
The role of foreign-owned establishments in these sectors employment and value added is
significant, accounting for between 12-14 per cent of textiles employment and 22-23 per cent of
apparel employment and roughly 30 per cent of value added in recent years.

Of the total capital stock in manufacturing (excluding oil and gas), textiles, apparel &
leather are estimated to have grown from 10.6 per cent in 1974 to 23.4 per cent in 1995, easily the
largest sector in the non-oil manufacturing in the latter year.?

The Central Statistical Agency provides some additional data on number of establishments
and ownership in addition to the data on employment and value added in the industry. The most
recent data are for 1998 with preliminary data for 1999.2 These data indicate that the number of
establishments rose between 1986 and 1996 but declined during the crisis (1997-1998).

Preliminary data (not shown in Table 1) indicate the number of establishments increased in 1999.

! These data are derived from industrial statistics from the Central Statistical Agency of Indonesia and are based upon
the estimates made by Takii and Ramstetter (2000).

2 Timmer (1999) makes these estimates.  Theinclusion of leather hardly affects the outcome as | eather accounted for
just 0.6 per cent of employment and 0.3 per cent of output in manufacturing in 1996 (Takii and Ramstetter 2000).

* Downloaded from the official homepage of Indonesia's Central Statistical Agency (Badan Pusat Statistik):
www.bps.go.id/ These data appear to include smaller establishments.
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However, as a percentage of total establishments, the industry’s slide continued, indicating
consolidation in the number of plants through 1999.

It is useful for analytical purposes to treat textiles and apparel as distinct manufacturing
sectors as factor-intensities are quite different between the two. The manufacturing census data
for all medium and large establishments distinguishes textiles (1SIC 321) from apparel (1SIC 322).
These data indicate that textiles is the larger sector, accounting for about 60 per cent of
employment and 75 per cent of value added in the combined industry in 1998. Value added per
worker (and, implicitly capital stock per worker) is higher in textiles than in apparel and this is

reflected in estimates of average labor productivity in the two sectors.*

Export Orientation and Export Performanceof TTP

What is striking in comparison is that apparel (1SIC 322) is far more export-oriented than
textiles (ISIC 321). The export propensity (export to sales ratio) for establishments in the two
sectors categorized by ownership characteristics for 1992 and 1994, for all categories is always
higher in apparel than in textiles, and, except for heavily-foreign establishments is frequently two
or three times as high.> For 1995, locally owned apparel establishments, on average exported 14.4
per cent of sales compared with just 5.3 per cent for textiles and foreign owned establishments
exported an average of 72.3 per cent of sales compared with 35.6 per cent in textiles.®

Textiles and apparel emerged as leading export sectors in the 1980s, with trade
liberalization spurring the sectors increased export-orientation. Although the textile sector has
always been the larger of the two industries, from an export standpoint, apparel has been the more
important sector in terms of direct foreign exchange earnings. However, the textile industry
produces a range of intermediate products that are important inputs into garment production.

Therefore, in analysis of export performance of the two sectorsit is important to keep in mind that

* Takii (2002) estimates average labor productivity to be 2.1 and 5.5 million Rupiah per worker in local and foreign
textile plantsin 1995 compared to 1.9 and 3.2 million Rupiah per worker in local and foreign apparel establishments.

® Takii and Ramstetter (2000) divide establishments into local (less than 10 per cent foreign ownership), minority
foreign-owned (10 per cent or more but <50 per cent), majority foreign-owned 50 per cent or more but <90 per cent)
and heavily foreign-owned (90 per cent or more).



textiles may indirectly contribute to export growth as inputs into the apparel that is produced for
markets abroad. The extent to which the two sectors are integrated is limited. Asin many other
developing countries, the textile ssgment of the industry has tended to be protected by high tariffs
(and, prior to reforms in the late 1980s, by quantitative restrictions). Exports of apparel, in order
to be competitively priced, require inputs that are priced at international prices and, in order to
achieve this, a duty draw back scheme is employed in order to provide apparel exporters the
necessary imported inputs at world prices. The elimination of most quantitative restrictions and
the lowering of tariffs on textile products has spurred some integration between the two sectors,
but at present there are till “gaps’ in the production chain (such as high quality finishing of fabric)
and protection remains in place for chemicals and other inputs. Unfortunately, the duty draw back
and value-added tax scheme lead to a situation where firm'’s that use many domestic components
are at a disadvantage. Hence, the present system of draw backs and exemptions for exporters
tends to favor use of imported inputs.’

Two sources of data on export performance of these two important industries will be drawn
upon. The first is Statistics Canada, a database compiled by the Canadian National Statistical
Agency, that reconciles import and export statistics by making adjustments for re-exports
(particularly from Singapore and Hong Kong). These data are presented in table 2 for various

years beginning in 1980 up through 1997, the first year of the crisis.

® Takii (2002) provides the estimates of export propensitiesin 1995.

" lanchovichina, Martin and Fukase (2000) point out that this has also been the case in China, where there has been
heavy reliance on high protective barriers in textiles and import duty exemptions on imported inputs that has led
export processing industries not to integrate with industries supplying domestic inputs.  China's entry into WTO and
tariff reforms are likely to change this situation rapidly however.
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These data clearly reveal that these two sectors contributed the bulk of labor-intensive
manufacturing exports and exhibited spectacular growth rates in the decade of 1980-1990. Even
during the 1990s, the share of labor-intensive manufactured exports of the two combined remains
above 60 per cent. Growth continued to be extremely rapid between 1990 and 1992, with a near
doubling of exportsin each sector. However, growth begins to turn negative in 1993 and 1994,
perhaps reflecting a deterioration in Indonesian competitiveness and a slowdown in investment in
these sectors associated with uncertainty regarding the outcome of the Uruguay Round
negotiations. Growth is resumed in 1995 and 1996 reflecting some improvement in market
access with the completion of the Uruguay Round and the first stage of liberalization under the
Agreement on Textiles and Textile Products. 1n 1997, exports from both sectors decline rather
sharply with the onset of the Asian crisis.

The second set of data is from the Central Statistical Agency for the years 1993-2001.
The export values for nine 3-digit categories of textiles and for seven 3-digit categories of apparel
are reported upon (table 3). However, the data for the years 1997 to 1999 are not strictly
comparable to the data from 1992-1996 or 2000 to 2001 as a result of a change in export

documentation that took place.®

8 James (1998) provides a detailed discussion of the problems introduced by the PEBT (Pemberitahuan Ekspor Barang
Tertentu) form. Magiera (2000) provides estimates of exports adjusted for PEBT for the years 1997 and 1998 but
does so at the 2-digit level.



Table J . Exporis of Tewillos and Appare] Producs (milllon WSE, currend prices] 19912001

T3

Mrigles rpsciiptlom 1933 1984 1’95 | G 1ear 1938 1339~ 2000 2001
Tawille

BS1 TEXTILE ¥ARM am.y ML Oaa 2120 G332 g ss 10 1.I3asE 2882
652 COTTON FABRICS, WDWER 23 e A nag 3451 99 1 . rl ] r2a 451 4 4301
B&3 FARARICS MAMN=-MADOE FIBRES 1IEOl 11157 1.1 | 11506 8540 a0ad4 10034 1.0M8E BRad
BEd DTH.TEXTILE FADRIC WYEN 3.4 ra an 4.4 =3 ] a7 ar uliL] 24
GG HKHMIT. CROCHET FABRIC MES me M5 | a ma F: I 183 428 8 G615
BEE TULLE LACE EMBRIDRY ETC e Bl 4 a18 a5 0 51,0 o = = B =Ty
BT SPECIAL ¥ARN THTL FaRRIC =TT g2 4 110 & 1148 107 9 ga T 142.4 vam 147 4
st TEXTILE ARTICLES ME= 26 4 M50 176 2 194 8 12351 BG3 1733 ZMA AT h
B&E FLOOH CONVERIMGS, ETE .4 0.3 18.8 re i 180 4.7 e AE 2r o
Total Toxtdle 24607, A0 27103 A0 22540 20582 DINMS.0  DOES A Jm2 0
Hpparel

B4 MEMS DOYE CLOTHNG X=FMIT 9o 7 oa 10y 1LImME orez 3423 1150 1.00589 1.2505
B2 WOMER, GIRL CLOTHMG 23HIT 1.003.5 Bh2 7 amEno 9588 asay 5921 13 1=El 1.213Aa
Bd3 MEMS BOYE CLOTHING HHIT Bh B Z1a 4 2rmAa arz2 F 1928 X% 5 myoa 2r5
44 WOMEN, GIALE CLOTHMNG, KMIT S E 2185 IMB 23r 3 71,1 13,1 2 .4 el l-Ra nra
B DTHR. TEXTILE APFAREL,NES BOG 7 Tins 3 ma 2 e 5702 5423 poAa 1.13MZ 1.1 5
BB CLOTHMNG ACCESS5RE FARRIC T35 | o ars a4 5 51,0 MO Bl 5 a4 1342
B0 CLOTHNG MNONTHETL HEADGEAR 1112 1Zr 3 1347 137 5 1185 1923 1218 1723 1365 .0
Tvtal Apparsl 10071 WG 1 IR6F LA FH00S P00 0570 4R 85T
FFLINT Addas Foaaa JIKY, 7 ¥.

Total 6,108,056 G GG GAZ2N 03 F2NTS A2 D4AD FIES

"Durta are not sincily comparable with other years and growib rates and shares of prodoct groups are also not sinctly comparable
Source: Contral SRabestical Agency, vt Stabisibcs |, Yearbook 1595215585 Minigiey of Indusbry and Trade, Desctombe Soerral for
Texliles & Testile Produscis

In the years prior to the crisis (1993-1996) among the nine textile product groups, exports
of textile yarn (SITC 651) are by far the most dynamic, with the other eight textile product sectors
cumulatively recording negative growth in export value. In the post-crisis years, once again the
data are comparable (also with the earlier years in the sample) and reveal a strong performance in
exports (comparing 1996 and 2000) in at least six of the product groups. However, the world
recession in 2001 isreflected in the downturn in eight of nine product groups compared with 2000.

The apparel sector performed sluggishly in terms of export values during the pre-crisis
period reflecting restrictive conditions in global markets under the MFA up to 1995 and the limited
liberalization of quotasin the first years of the Uruguay Round Agreement. There isalso the case
to be made that Indonesian producers were affected by higher domestic costs, rising politics +
social instability and the emergence of new competitors in the international markets. By the year
2000, it is evident that apparel exports responded very positively to the realignment of the Rupiah,
with all sectors showing strong growth in 2000 compared with 1996. In 2001, in contrast, only 2
product groups showed increases in export values, with declines in all the other categories.

Hence, in 2001, both textiles and apparel were adversely affected by the global downturn.



The reasons for the sluggish export growth performance in the post-1992 years leading up
to the crisis are 1) private investment in these sectors began to slow down in 1992 and 1993
evidenced by reduced imports of textile machinery and its increasing vintage (see graph 1) ; 2) the
creation of the North American Free Trade Agreement (NAFTA) led to strong trade diversion in
textiles and apparel away from East Asia and towards NAFTA members; 3) the de facto pegging
of the Rupiah to the US dollar coupled with massive capital inflows into the economy led to real
appreciation and undermined the profitability of these sectors; 4) the promised liberalization under

the Uruguay Round Agreement in the WTO was slow to materialize.

Graph 1 Machinary Agein the TTP Sector 2002
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Production Volume and Role of Foreign Investment in TTP

In spite of this, data on production volumes for textile fibre, yarn and fabric in physical
units indicate production continued to grow during the crisis years (1997-1998) and in the recovery
(1999-2000) and output volume was almost 27 per cent higher in 2000 than in 1996.° Moreover,
the volume of production of apparel products likewise increased by almost 28 per cent in 2000

compared with 1996. This growth in production took place through some investment in

° Data on production volumes are from the Directorate General for Textiles and Textile Products, Ministry of Industry
and Trade (2001).



machinery, but also through increased use of existing capacity.’® The amount of capital
investment in the two sectors is reported to have grown in nominal terms by a little over 2 per cent
per annum between 1995 and 2000, but it is difficult to reach any conclusion on the real value of
such investment without detailed data on composition and prices of the capital goods involved.**

Before turning to the changing international trade environment, the following section will
focus on domestic problems facing TTP producers in Indonesia. In order to understand the
evolving competitiveness of the TTP industry in Indonesia, it may be useful to consider data on the
size and scale of production and relative labor productivity by ownership category. The basic
data on establishment size using average employment and value-added per establishment as size
proxies in four different ownership categories and overall are presented in table 4.

The four ownership categories are: 1) minority foreign owned establishments, i.e. those
with 10 or more but less than 50 per cent foreign equity shares, 2) magjority foreign owned
establishments, i.e. those with 50 or more but less than 90 per cent foreign equity shares; 3)
heavily foreign owned establishments, i.e. those with 90 per cent or greater foreign equity shares;

and 4) locally owned establishments, i.e. those with less than10 per cent foreign equity shares.*?
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19 Data show capacity use rose to 82 per cent in 2000 compared with 79 per cent in 1996. The number of machines
in the two sectors was 13 per cent greater in 2000 than in 1996, an increase of over 900,000 machines (Ministry of
Industry and Trade, 2001, ibid.). A potential problem with the data on machinery and capacity is that there is no
mention of depreciation or retirement of old machinery.

1 Data are from Ministry of Industry and Trade 2001, ibid.
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Establishments with foreign ownership of 10 per cent or more are larger in size and scale of
production than locally owned firms in both textiles and apparel. In 1995, for example,
employment per plant was 3.4 times greater in textile establishments and 4.7 times greater in
apparel establishments with 10 per cent or greater foreign ownership shares than in locally owned
plants. Scale of production (value added) per establishment was 4.9 times greater in plants with
foreign ownership of 10 per cent or more than in locally owned plants in textiles and was 10.5
times greater in apparel plants with foreign ownership of 10 per cent or greater than in locally
owned apparel establishments. Relative productivity per employee was 3.1 times greater in
textile plants with foreign ownership of at least ten per cent than in local plants and was about 2
times greater in apparel factories with foreign ownership of at least 10 per cent than in locally
owned apparel factories.

Thus, although the 108 textile plants and 106 apparel plants with foreign ownership of at
least 10 per cent account for only 4.5 per cent of all establishments in each sector, they account for
13.8 per cent of employment in textiles and 17.3 per cent of employment in apparel in 1995.
Finally, the foreign owned plants accounted for 18.8 per cent of textile value added and 33.1 per
cent of apparel value added in 1995. These characteristics of foreign owned establishments
become even more pronounced when looking at the most recent figures. Hence, the economic
importance in production and employment and the relatively high productivity of establishments
with foreign ownership must be taken into account in designing policies.

In section V below, we will consider in more detail what has been occurring in terms of
investment and production using import data from 2000 and 2001 and interpolating what this

might imply for Indonesia’ s preparedness for a quota-free trading environment starting in 2005.

12 See Takii and Ramstetter (2000) for detailed industry analysis of ownership and size characterigtics of
manufacturing establishments.
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Supply Side Problems and Challenges

As noted earlier, an important underlying theme of this paper is the demand and supply
side ‘sgueeze’ confronting producers. Against the background of a liberalize international market,
Indonesian producers must now reconcile falling unit values against rising domestic transaction
costs

The CPI index shows that general prices increased by around 12.6 per cent in 2001."
Other noteworthy increases in the CPI for the same year include electricity tariffs (33 %), motor-
vehicle fuel (26%), diesel fuel (50%), water charges (16%) and transport costs (16%). Labor also
became much more expensive in 2001, with the provincial administrations in Jakarta and Bandung
hiking minimum wages by 39% and 34% respectively

The rising cogts of production, transportation and distribution can be sourced to a broad
range of factors. For a number of these factors there is little that government can do to minimise
the impact upon business. For example, with the scaling back of subsidies, domestic fuel prices are
largely a function of international prices. For other factors, government action will take some time
to have a material impact upon firm level cost sructures, for example privatization and
deregulation of ports and telecommunications, or acomprehensive restructuring and reorganization
of the customs service.

There are a number of other factors, where government action can have an immediate
impact upon TTP producer cogts. In this section three such costs are considered: the burden of
local fees and charges, labor related costs and the imposition of VAT on imported cotton.

Also in this section consideration is given to quality issues. i.e. how local producers can
better compete with higher quality products. Again, there is a range of factors that influence

production quality. Nevertheless the approach here is to consider one area where government can

3 The CPI is based upon consumer spending behaviour, and therefore represents an imperfect measure of the input
costs confronting producers. It neverthel ess provides some useful general indications of the rising costs of production.
Subsidies for consumers suggest that changes in the components of the CPl may understate the price increases
confronting producers.
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have an immediate impact: specifically, through the reform and commercialization of the Ministry
of Industry and Trade' s Textile Research I nstitute (TRI) in Bandung.

Much of the empirical material presented in this section was collected during a fieldtrip to
Bandung, West Java by two of the authorsin late 2000. West Java was chosen as the location for
the fieldtrip as the province accommodates over 50% of the nation’s TTP producers, and most of

those producers are clustered around the city of Bandung.

Decentralization: The Increasing burden of local levies and taxes.

The imposition of local levies and taxes does not represent anything new for textile and
garment producers. Many such charges are valid and appropriately imposed at the local level (e.g.
road lighting, building licenses, planning permits etc).

Many others however, have little or no legal basis and amount to nothing more than
‘nuisance taxes'. In most cases, these nuisance taxes are actually user benefit charges that provide
little or no material benefit to those making the payment. For example, a number of textile
producers interviewed reported that they must pay retribusi ** levies to the local government for
the right to park vehicles in their own premises, or to install lightening rods. These examples can
be multiplied many times over. In each case it is difficult to establish what actual service or benefit
that is being provided by the local government.

Since decentralization formally commenced at the beginning of 2001, the burden of paying
local levies and charges has increased substantially. Emboldened by the recent enactment of the
decentralization laws (Laws 22/99 and 25/99), as well as the amendment of the law 18/1997 on
local taxes and charges to become Law 34/2000, local governments throughout the country have
been issuing many new regulations designed primarily to raise locally sourced revenues. The local
governments in West Java, at both the district and provincial level have been particularly energetic

in issuing new revenue raising local regulations.

4 Retribusi = user benefit charge.
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Part of the problem is the institutional arrangements in place to determine the legality of
local revenue raising regulations. Prior to decentralization local governments were constrained to a
prescribed list of local taxes and charges as determined by Law 18/1997. This helped to reduce the
cost of doing business and trade, particularly in the regions. With the passage of Law 34/2000,
local governments are now authorised to develop new taxes and charges beyond that previously
prescribed by Law 18/1997 (albeit on the basis of some vaguely defined criteria).™

More importantly, the onus of responsibility for determining the legality of local
regulations has been returned to the central government. All that is required for the local
government is to submit the proposed regulation for review by an evaluation team led by the
Ministry of Home Affairs. If a period of one month elapses and there is no objection from the
central government, the local regulation becomes immediately effective. The problem with this
system is that only a fraction of local regulations are being submitted to the center, and the review
team is inadequately resourced to handle even these reviews, let alone if all regulations are
submitted.

The net result is that there are many regulations burdensome to business that are either not
being detected at the center, or given the delays in the review process, are becoming immediately
effective.

Nuisance taxes and charges appear to be a particular problem for textile and garment
producers in Bandung, West Java. There have been frequent reports in the media that factories
have been relocating to other provinces, in particular Central Java, where the regulatory
environment is considered to be more conducive.’® Surveys of producers in other provinces
suggest that nuisance local taxes and charges are less of a problem.

Many problem regulations confronting textile and apparel producers in Bandung target

employment and labor related activities. See for example the planned regulation from the District

5 |t isinteresting to note that according to analysis by the KPPOD (Regional Autonomy Watch —a body set up by the
Indonesian Chamber of Commerce to monitor the impact of new local regulations upon the business climate), almost
all problem local regulations tend to be those not prescribed nor ‘listed’ by Law 18/1997.

16 For example see ‘ Perusshaan garmen Jabar mulai relokasi’, Bisnis Indonesia, 12 April 2002 page 9.

14



(Kabupaten) of Bandung as summarized in Box 1 below. The draft of this planned regulation was

presented to the authors during their fieldtrip to Bandung in November 2001.

Box 1. An example of a burdensome local regulation in the District of Bandung
Retribus Pelayanan Bidang K etenagakerjaan
(Employment service benefit charges)

This proposed regulation represents a good example of the many types of nuisance taxes and charges being imposed
upon Indonesian producers by local governments. It has been designed specifically to extract a number of fees from
firmsthat either employ people, or provide employment services. As the case with many other retribusi regulations
(i.e. user benefit charges), there appearsto be little or no link between payment and services provided. In this case, the
service provided is vaguely described as providing pembinaan (guidance) and pengawasan (supervision). For
example, the regulation purports to provide arange of services such as the issuance of licenses for foreignersto work
in the company (US $ 100 per month), ‘guidance’ on industrial relations matters, supervision of worker safety and
welfare, employment ‘ supervision’ and the provision of training facilities.

Theregulation carries a series of charges for the supervision of machinery safety. A yearly feeis aso mandatory if
women work at night. Depending on whether the company is capital, labor or management intensive, afixed
proportion of the monthly wage bill must be set aside for a“‘mandatory workerstraining levy’ (iuran wajib latih
tenaga kerja). In addition, any firm outsourcing its training activities to private sector providers must pay yearly fees
to the local government. Other fees are imposed upon surrender of company documentsto local authorities, and the
provision of worker welfare facilities, amongst many others.

Another problem confronting textile and garment producers in Bandung is the increasing
overlap across levels of government in the imposition of charges. Lower levels of government are
now imposing levies that were formerly and exclusively imposed by the central government. This
is occurring particularly at the district level, on matters relating to labor and employment. The
textile association (API) has recently made a list of overlapping taxes and charges confronting
textile and apparel producers in Bandung. These include taxes on street lighting and access to

underground water and a range of charges on the use and installation of machinery.

VAT on Cotton Imports

Introduced in 1985 the VAT has now become an important component in the overall
national tax effort. The standard VAT rate is ten percent and has remained at that level since
inception. Unless goods and services are otherwise exempted, the standard rate is imposed on the
selling price on goods and services at all stages of the production and distribution process, as well

as on the duty-inclusive price of imports.
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If implemented in a transparent and efficient manner, the tax should not ultimately
represent atax on production or importing activities:

e Under current VAT arrangements, exports are zero-rated meaning that a producer can get
restitution if imported goods (upon which VAT has been paid) are used for export
purposes.

» Importers and upstream producers can transfer the VAT burden to subsequent stages of the
production and distribution process by making the necessary adjustment to the price on the
sales invoice. Hence the VAT is ultimately embodied within the final consumer price, and
all other elements in the supply and distribution chain remain in a revenue neutral position
inregardsto the tax.

VAT on imports is a reality for most Indonesian producers. The ten percent rate paricularly be
paid out of working capital, and can therefore has a major impact upon firm cash flows, if there are
long delays in the restitution process. This is particularly the case for textile producers importing large
amounts of cotton.’” Since the VAT was first implemented in 1983, imported  cotton has been
interpreted to be VAT free. Recently this interpretation was reversed, but was done so retroactively,
leaving producers who had on-sold their material with little avenue to recover VAT outlays.

However the more general problem confronting producers is the delay in receiving restitution.
According to regulations this should be within 7 days, but most producers interviewed for this study
maintain that it usually takes many months, and only then after informal payments have been made.

Labor Problems

During fieldwork interviews with producers, much attention focused on the increasing costs and
other problems associated with labor and employment. Producer concerns fall into three broad
categories:

» The large and economically unsustainable rate of increase in minimum wages as

determined by local and provincial governments
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* Therising activism and militancy, and in some cases lawless behavior, of union and other
labor groups

» Other laws and regulations that diminish the incentive to invest in labor intensive activities,
such as the ministerial decree on severance pay (see below)

Given the labor intensive nature of the textile and apparel sectors, in particular the latter, wages
are an important element in overall cost structures for TTP firms. As noted by Manning (2000: 11),
minimum wages have been an element in labor policy since the 1970s, but only really began to affect
wages in the early to mid 1990s. Initially centralized (with input from the provinces), the authority to
determine minimum wages has been devolved to the regions as part of the country’s decentralization
efforts.

For TTP producers, this determination of minimum wages from outside of the sector, has
discouraged workplace negotiation and collective bargaining, and in so doing, blurred the link between
productivity improvements and wage increases. TTP firms are forced to pay higher salaries not as a
reward to labor for higher productivity, but as a result of government decree.

Under present arrangements, Provincial Governments (level 1) determine the minimum wage
for the province, and District Governments (level 2 — Kabupaten/Kota) can then choose to raise the
district minimum wage above that provincial floor. The fear of labor-intensive producers such as those
inthe TTP sectors, isthat local leaders, keen to shore up short run political support, will raise minimum
wages with little regard for the competitiveness of local firms, and for the broader regional and national
economic interests.

Recent increases in minimum wages have been particularly burdensome for the TTP industry.
In Jakarta and Bandung, which together accommodate a majority of national TTP producers, minimum
wage increases were respectively 49 percent and 17 percent in 2000, and 39 percent and 34 percent in
2001. With CPI increases over these two years for the two regions ranging from 7-13 percent, such

increases translate into sharp real increases in minimum wages. Whilst this may, at least a face value

Y For climatic reasons. almost all of the industry’s cotton inputs are imported. Only a small fraction of total cotton
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and in the short term, represent good news for TTP workers, it remains to be seen how long TTP
producers can absorb this high rate of annual increase in real wage costs, before rentrentchment
becomes necessary.

The key variable missing from the minimum wage equation in Indonesian is productivity. Most
TTP producers interviewed said that they would be happy to pay higher salaries, if such salary
increases could be justified by productivity improvements. Up to date and reliable data that can be used
to compare Indonesian apparel wage and productivity levels with key competitors, such as China are
difficult to find. However an interesting piece of information drawn from several Indonesian producers
with either direct (ownership) or indirect links with factories in China, is that one worker, working the
same amount of hours in the day, using the same machinery to produce a similar unit of output, a pair
of jeans, would produce 16 pairs in a Chinese factory, as opposed to 8 pairs in an Indonesian factory.
Such information, of course has yet to be substantiated. The general view from those surveyed, is that
with recent increases in minimum wages, salary levels across apparel sectors in China and Indonesia
are more or less comparable, however Chinese workers are about twice as productive, suggesting unit
labor costs are lower in China.'®

Unlike apparel, data is available for cross-country comparisons of labor costs in textiles. Based
on the latest data made available by Werner International, graph 2 below shows that in 2000, with an
hourly labor cost of USD 0.32, Indonesia enjoyed a a significant cost-advantage over China (USD
0.69 per hour) and other competitors in the region. However care must be taken when interpreting this
data. Firstly much of Indonesia’s cost advantage would have been eroded over the past 2 years by the
sharp hikes in minimum wages, combined with the increase costs associated with other national laws
and regulations on labor and employment (e,g, the severence pay decree, see below) and also the

increasing burden of local levies and charges (see above). In addition, there is now widespread concern

inputs are sourced from plantations in South Sulawesi.

8 Another interesting piece of information drawn from APl West Java members is that they flew, at their own
expense, the Bupati (Mayor) of the District of Bandung — a digtrict which accommodates a large number of TTP
producers in West Java — to China so that he can see first hand the higher productivity (and therefore lower unit costs
of labor) in Chinese TTP factories. APl maintains that this had little impact on the Bupati, as a decision was later made
to increase minimum wages within that district above the provincial floor.
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about a new proposed manpower law (RUU Ketenagkerjaan) that seeks to improve worker benefits,
and therefore increases employment costs. Secondly, the data describes labor costs, not unit costs of
labor, i.e. the cost per unit of output. China's higher levels of labour productivity in textiles may well
compensate for the higher costs of employment. Thirdly, textiles are a more capital intensive activity

than apparel, hence wage costs are less important in determining cost competitiveness.

Graph 2 Comparisonsin Labor Costsin Year 2000

Labor Costs in Asian Textiles 2000 ($US per hour)
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Beyond problems in minimum wages are widespread concerns about a number of other
government interventions in labor policy. Thisis not to suggest that all interventions are unwelcome or
unnecessary. Inthe post-Suharto erathere have been a number of new laws and regulations enacted to
conform to long standing ILO conventions, which according to Soesastro et. al. (2001: 38) represent an
‘overdue and welcome development in providing greater protection to labor against abuses by
employers” However they go on to note that ‘in their zeal to redress past injustices against labor,
government officials have gone to the other extreme by guaranteeing labor greater entitlements than

warranted and which one cannot find anywhere else in the world.’
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Examples of this over-zealous approach to labor policy include a decree from the Ministry of

Manpower (150/2000) on severence pay, and also a draft employment law that at the time of writing

was being debated by the parliament - see Box 2 below for a description of the more controversial

elements of this proposed law.

Box 2 The Proposed New Law on Employment
(Rancangan UU tentang Pembinaan dan Perlindungan K etenagakerjaan)

At the time of writing the final draft of this report (July 2002) the Indonesian parliament was considering a new draft
law on employment. The draft pulls together and builds upon some recent, and in some regards controversial, labor
regulations and rulings. It has been sharply criticized by the business community as too pro-labor, and acts as another
disincentive to invest in the sector. Some of the more controversial elements of the law are described below:

As per Kepmen 150 (described bel ow), workers leaving employment voluntarily must be paid severence and other
benefits such as unused annua leave, housing and medical benefits according to period of employment. For
example a worker employed for six years can claim approximately in 10 months in ‘severence’ and ‘service
payments, in addition to the other benefits described above.

Employers must continue to pay salaries to workers on strike, conditional to the workers notifying the employer
one week prior to commencing the strike. Employers are banned from dismissing striking workers.

Night-shift working hours have been limited to a 35 hour week (5 less than current arrangements). Other benefits
for night-shift work are stipulated in the law, such as food, transportation, milk etc.

Workers found guilty of crimina activity against their employer can be legally dismissed, must till be paid
severence and other benefits such as unused annual leave, as well as housing and medical benefits according to
period of employment. However before workers can be dismissed, criminality must be proven in a court of law.
Workers apprearing in court, or being detained whilst awaiting court, for crimes not associated with their
employer, must sill be paid 50% of their saary.

Sanctions in the law appear to be unnecessarily heavy. For example, up to 4 years jail/Rp 500 million fine for
banning breastfeeding, up to 1 years jail/Rp 50 million fine for not providing breastfeeding facilties, up to 4 years
jail/Rp. 500 million for not providing training facilities and up to 4 years jail/Rp 400 million for no employing
expatriates without all necessary permits.

The severence pay decree from the Ministry of Manpower, noted above, substantially increases

the severance pay obligations to terminated employees. Most controversially, these benefits are

extended to those leaving work voluntarily, as well as those who are dismissed for criminal activity.

TTP producers are concerned about a number of aspects of this decree:

» Total severance payments have been increased, such that an employee having worked for
6-7 years would receive the equivalent of almost one year's salary (the equivalent 11.5
months) upon termination.’® Those employed for 3-4 years would be eligible for the

equivalent of 7 months pay, whilst 1-2 years employment entitles the worker to 2-3 months

pay.

20




* This clearly provides an incentive to frequently change employers. TTP producers are
concerned that any new entrants could attract workers from existing establishments, at
significant cost to the incumbants, particularly if a large number of workers are to be
employed by the new entrant.

» Thedisincentive to steal or undertake other criminal activity is clearly diminished.

Aware of these and other concerns, the Ministry of Manpower attempted to issue a new decree
(78/2001) which reduced and relaxed many of the severance obligations for employers. In mid-2001
there was widespread, and in some cases violent, protest action against this new decree. In Bandung
protests by militant labor targeted TTP producers and many factories were temporarily closed as a
result.

TTP producers and the broader business community were disappointed in the reactions from
both the Central and West Java Provincial Governments. In Bandung for example, after widespread
violent actions by union groups, which included the burning of lower level official’s private cars in
front of the Governor’s Office (Gedung Sate), the Governor announced that the decree would not be
implemented in West Java, thus in effect rewarding such lawless behavior. The Centra Government
later suspended this decree (78/2001), and reactivated Kepmen 150/2000, pending further review.

According to TTP producers surveyed for this study, the Kepmen 78/2001 episode reflects the
changing realities in the government-management-labor relationship that has resulted in increased
confidence and militancy on behalf of labor groups, which combined with an apparent unwillingness or
inability on the behalf of authorities to confront and deal with lawless behavior of the labor groups, has
left TTP producers in an increasingly vulnerable position. Along with other labor problems discussed

above, this has significantly undermined the attractiveness of investment in the Indonesian TTP sector.

1% Data prepared by Purbadi & Associates Law Firm for API. All datais based on the assumption of a monthly salary
of Rp 1 million.
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Quality I'ssues

An enduring theme in Indonesia’s industrial development is the lack of innovatory and design
capacity of local producers. Numerous studies have concluded that not only does the capacity to
innovate remain low by international standards, but also that Indonesia has failed to fully exploit the
various mechanisms for learning through international trade and investment linkages that were so
successfully exploited by other developing countries in the region.

Despite the relative openness of the Indonesian TTP sector to international flows of ideas and
information, as well as its exposure to domestic and international competitive pressures, there has been
no major move up the quality or technology ladder. TTP producers continue to produce low quality -
low value added products that compete on price in an increasingly crowded international market.

For example, a continuing problem confronting Indonesian textile producers is that they are
unable to penetrate higher end markets due to poor dying and finishing capacity. Similarly, most
apparel producers have little or no R&D and design capacity, and merely respond to orders that
typically provide all design specifications and other information required for production. The same is
also true for textile producers. There are of course exceptions. There are a limited number of large
apparel producers equipped with R&D facilities and produce and market own-brand or own-design
products. Similarly, there are a number of smaller textile firms capable of producing high quality
fabrics, albeit in limited quantities. Nevertheless the general story holds that overall quality remains
low, and this inhibits competitiveness in international markets

There are of course a hos of factors that promote, or inhibit, the development of innovatory

capacity in the Indonesian TTP sector. Our focus, again, isto consider a particular area, namely the
provision of technology/extension services and other technical business development services
(BDS), which can be influenced directly and favorably by policy measures and other actions by the
Ministry of Industry and Trade.

This is not to suggest that it is purely up to the government to provide such services.

Nowadays, best practice calls for the provision of BDS on a commercial basis, and wherever
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possible, by private sector operators. This ensures better sustainability and greater efficiency in
service delivery. The problem for the TTP sector is that there are very few, local private sector
providers of BDS. Much of the technology support infrastructure for this sector remains in
government hands.

The discussion below focuses on the major element of this technology infrastructure for
TTP producers: the Textile Research Institute in Bandung. As will be noted below, due to severe
capacity and management constraints, this government-run institute is considered largely irrelevant
to the needs of industry. However through a comprehensive modernization and commercialization
effort, this institute could play a useful role in improving the competitiveness of Indonesian TTP
products.

Mol T’ s Textile Research Institute (TRI)

The Textile Research Ingtitute (Balai Besar Tekstil) along with the College for Textile
Technology (Sekolah Tinggi Tekonologi Tekstil)) comprise the Ingtitute for Textile Technology in
Bandung West Java. The TRI, established by the Dutch in 1922, is now under the control of the
R&D Agency of the Ministry of Industry and Trade along with eight other technology institutes
each dedicated to a specific industrial sector.

The TRI is charged with a number of tasks, including research on materials, processes and
pollution control, the provision of technology extension services (testing and quality control) as
well as the provision of training services in machinery use, color dyes, design etc. Given such a
focus, and its strategic location in Bandung, the TRI could potentially play a key role in promoting
the design and innovatory capacity of TTP producers.

Physical and human resource constraints are major problems for the TRI. Many of the
ingtitute’s machines are now obsolete. The dyeing machines, for example, were installed in the
1950s and have not been used for years. Save for a few new machines recently donated by
international donors, the average age of TRI’s machinery is beyond that to be considered useful or

relevant to industry needs.
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The ingtitute’'s human capital base is also deteriorating. Budgetary constraints in recent
years have resulted in little or no new recruitment. Through attrition, staff numbers have fallen
from over 300 afew years ago to around 270 at the end of 2001. Despite being the only technology
institute dedicated to one of the most important sectors in the economy, the TRI has few highly
qualified or skilled staff. For example, the TRI has only 2 staff with PhDs. A substantial upgrade
of human and physical capital is required if TRI isto make a significantly useful contribution to
the sector’ stechnological development.

Perhaps the greatest problem confronting TRI is the lack of effective linkages with the
private sector. The TRI does provide some services to the private sector, such as testing, quality
control and training. According to the TRI’s management, in the mid to late 1990s, industry
funding contributed about a quarter of the total budget. However the Bandung textile and apparel
producers surveyed for this study are dismissive of the TRI.?° and any potential role that it could
play in the sector's development. They regard the services offered as poorly matched to the
industry’s needs. Moreover, they consider the training syllabus as obsolete and the technological
capacity of the institute many decades out of date.

Having said this it is important to note that the TRI does have some modern equipment and
capabilities in the testing and quality control area (e.g. color fastness, fabric strength), and is
therefore able to provide these important services to the private sector. However textile firms
interviewed said that they would prefer to send their samples to recognized laboratoriums in
Jakarta as international buyers tend not accept or acknowledge the testing results from the TRI. In
other circumstances where the TRI has been used for testing, it istypically not carried out in atime
frame acceptable to textile producers.

The key to any possible revitalization program is the development of a more commercially
oriented management culture. This would help develop much needed linkages with the private

sector. It is these linkages that will determine whether the TRI can play a useful role in the textile

% Firms surveyed for thisreport commonly refer to the TRI as the ‘museurn’.
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sector’s development, or whether it remains in its present state, that is, dependant upon inadequate
central government funding to provide largely irrelevant and obsolete services.

To become more commercially oriented the TRI should begin to view small businesses as
paying clients, and not as beneficiaries of charitable support. Currently, there is a budget constraint
determining how many small businesses can get access to TRI business development services.
When the budget is exhausted, the assistance stops as very few small business clients actually pay
for TRI's services. A more sustainable approach would be for TRI to sell their services to small
business on a commercial basis. Full cost recovery is something that cannot be achieved overnight,
particularly in the present market conditions, and even more so, given the technological and human
resource constraints of the TRI. However, what can be achieved in the short term is to initiate a
graduated system of cost recovery, perhaps via the use of vouchers.

Budgetary funds freed up by this graduated cost recovery program could be used to extend
the outreach of TRI’s services for small businesses, or to upgrade the TRI’s technological and
overall human resource capacity. Sections of TRI that can operate on a full cost recovery basis
should be privatized. Thiswill help prevent crowding out possible private sector BDS providers

Another important element of a Srategy to make the TRI more commercially oriented and
viable isto increase staff productivity. As noted above, the TRI has approximately 270 employees.
However, when TRI was visited by the authors at 2 pm on a Thursday, we came across less than
30 staff (and most of those could be considered non technical staff). We were told that most of the
staff had already gone home. If the TRI is generate stronger linkages with the private sector then it
must by run more like a private sector institution. The incentive environment for staff and
management must be improved such that there are real economic benefits to working harder and
more productively, to working longer hours, and to developing linkages with industry that will
bring in much needed funds.

The best way to achieve this is to deregulate the wages structure of the staff and

management. If individual staff or groups of staff work longer and more productively in providing
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services to the business clients, then they should be rewarded through higher salaries or bonuses.
Likewise if staff are successful at bringing in industry sourced funds to the TRI, then they should
be rewarded, perhaps with a finder’s fee or acommission. Finally, the most valuable asset of the
TRI and the textile college is its land and buildings. There is much unused space in the sprawling
complex. Parts of the complex could be leased or sold off to third parties, and the funds generated

could be channeled into a much-needed upgrade of the TRI’ s human and physical capital stock.

International Challenges: Competition, the Global Slowdown and Preferential
Trade for Competitors in Major Markets

Recent trends and performance of Indonesian exports of textiles and textile products (TTP)
in major markets, particularly the US and Japan are broadly examined in this section. Apparel
items dominate Indonesia’s exports of the TTP industry in the US market (almost 95 per cent of
the total in 2001).>*  While the proportions of TTP are quite different in terms of exportsto Japan,
for the two markets combined apparel accounted for 86 per cent of the total in 2001.

Market Share of Indonesian TTP in Major Foreign M arkets

The US Importsof TTP from Indonesia, by 2001 reached about 3.8 per cent as a share of
imports in the US. Data were also compiled for imports of textiles (ISIC 321) and imports of
apparel (ISIC 322) in order to measure the share in apparent consumption in the US and Japan over
the decade of 1989 to 1998. In US consumer markets, the share of Indonesian textile industry
products rose from just 0.23 per cent in 1989 to 0.51 per cent in 1998. Similarly, the increase for
apparel productsis from 0.76 per cent in 1989 to 1.76 per cent in 1998. The increase in the share
of US consumption is more or less steady over this entire period. Indonesian products have
managed to hold onto market share in 2001 relative to 2000 in the US. In fact, for 8 of the 9
major SITC 3-digit TTP items, Indonesia improved its market share in 2001. However, in no

case was Indonesia’s share as large as its major competitors and in all but three cases, China also

2 James (2002) covers the top 50 non-oil products Indonesia exports to the US and Japan and provides detailed
anaysis of market share performance through the fourth quarter of 2001.

26



increased its market share and was a top competitor. The other trend most notable in 2001 is that
Mexico

tended to lose market share inthe US in six of the main TTP categories of interest to Indonesia,

but still retained a much larger market share than Indonesia. Indonesia’s competitive position in
the US and Japanese apparel markets, differentiated by type of fabric and fiber for all apparel items
for the period 1993 through 2001 in the US are now examined. We have disaggregated apparel
imports into knit vs. woven fabrics, which in turn are divided into three categories of fiber: cotton,
man-made (synthetic), and others. It isinteresting to compare market share performance in these

disaggregated categories (tables 5 & 6) for both value and volume. First, overall Indonesian
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products have fared relatively well in the US market with some fluctuations (notably in 1994 and
again in 1998-99 market sharesfell). For the entire period growth in US imports from Indonesia

exceeded imports from the world and increased in value from 3.2 to 3.8 per cent and from 3.3 to
3.6 per cent in volume. In value terms woven apparel (particularly of synthetic fiber and cotton)
clearly was where Indonesia was most competitive. In knit wear Indonesia performed slightly
below average for the world and this explains the stagnation or loss of market share in these

segments of the industry. It isalso clear from the data in table 6, that volumes have been growing
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and prices have been declining substantially in the US market as is expected as trade in TTP is

undergoing liberalization under the terms of the Uruguay Round Agreement.
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The cotton share of US imports of apparel is approximately 60 per cent and the share of
man-made fibre apparel is 40 per cent in volume terms. The greater proportion of US imports of
Indonesian products, however, is concentrated in man-made fiber apparel.  This is significant
because man-made fiber apparel is at the low end of the market and unit prices are generally lower
than cotton apparel prices. Prices are proxied by average unit values (table 7) which have been

declining sharply in the US market over the period 1993 to 2001.
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US MFN tariffs on man-made fiber apparel are higher than those on cotton apparel and,
consequently, producers with preferential tariffs enjoy a significant margin of preference over
Indonesian producers. As low-wage producers like China and Vietnam expand capacity in man-
made fiber productsit is likely that competition will become fierce in the US market for these low-
end apparel products. While Indonesia has been able to expand its market share between 1993
and 2001, with lower tariffs facing producers in Vietnam, relaxed quotas for those in China and
trade preferences being extended to producers elsewhere, Indonesia may have difficulty in the
coming years in competing in the US market.

Japan. In Japan, the share of consumption met by Indonesian textile products rises from
0.10 per cent in 1989 to 0.76 per cent in 1997 before falling to 0.69 per cent in 1998. Similarly,
the share of apparel items rises from just 0.12 per cent in 1989 to a peak of 0.87 per cent in 1996,
then falls for the next two years to 0.67 per cent in 1998. In 2001, imports from Indonesia
accounted for a little under 3 per cent of all TTP importsin Japan  Data for 1996 through 2001
for Japan are available on import values of four broad apparel categories separated by two types of

fabric (woven and knit) and three main types of fiber (cotton, manmade and others). In Japan,
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unlike the US, there is no significant liberalization under the Uruguay Round Agreement as Japan

is not a party to the MFA.

Tabde B. Japansse Impods of CoBon Enil Appans] V36-2001 (Millios §UI5. Maiket Shase Pescent)

Rillan §.0= Percanl skl S hana
Cipurniny 1956 1357 15833 1 538 nn il 1 53§ 197 193k 1384 a1m 2
'WORLD B3E FERA? BB 2MA0D IRER4 1T LD 1an.o R 1m0 i 1041
Ciirdis, 15079 aB8E  146k4 IR0 ZBEXD  ZADEZ 4711 21 G 24 Fla N |
EOREA, 4378 o i k.3 kLo 2617 130 10 1.E 128 101 Th
LEaA 4759 16 mEd 19E.E 172H i 141 1EE B3 1 49 14
THAILAKD 161.7 1322 049 91,5 74 M5 4 41k iz 13 25 |
MaLY N5 1244 [!]%] 4E 4 p RiL] Ed a4 14 1n 21 14
ROOMESS B2 Tih 5583 4.1 5. =i i ik Fits 1.7 1.3 14
WIETHAM 5 B 407 18 L3 s 1.3 1.0 1.7 14 1.0 14
FRANLCE 2 k] 424 151 425 24 ne 1% 15 16 15 04 L7
LMITED EINCGDOM Alk dal 172 15E -1 ] 164 D3 s s 111 04 15
WALAYELS, 3.3 g 172 2.0 TB7 155 03 1.1 nr na 15 4
HOMIEGE FITRG [71K] ] 5| 235 ielil 164 14 1.5 1.E 1L 07 14
O nE 181 141 123 164 144 0 0E 11 o4 15 A
FHLFFNES [T dih F211 211 4 140 il 1.7 na ng 0k 14
WE-CD 24 12 B2 128 147 L& 0t 03 04 05 14 1
CApLALA, k] 1.y 147 105 1.0 ns 03 1] 117 IE| 13 K
OTHER L 451 k] pl 1 126 ] b 14 iz 25 A 11
Sipurce” Dt lroe Japen’s Menielny of Findnce. asakeds By LSS0 WolT FEG ofice
And the results in the Japanese market are polar opposite to those in the US.  Indonesian

products experience a sharp deterioration across the board in Japan, with negative value growth

and declining market share (tables 8-13).
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China is the main culprit in this disheartening performance, with massive increases in

imports in three of four categories (man-made woven apparel being the exception).

Chind's

market share in Japan’'s apparel imports approaches or exceeds 80 per cent in each category, while

Indonesia’s share dwindles to 1 per cent or less in three of four categories.
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Only in man-made woven fabric apparel does Indonesia hold on to 2 per cent of the

market for importsin 2001 and, unfortunately, this is a segment of industry for which imports have

declined in Japan over this period.
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What has happened in Japan’s market that has led to such a disappointing performance in

comparison with the experience in the US market?

Asian producers losing out to Chinain Japan’s apparel market.
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Table 12. Japanese Imports of Other Woven Apparel 1996-2001 (Million $US, Market Share Percent)

MilliongUs Percent Market Share
Country 1995 1997 1948 1943 2000 2001 1995 1947 1948 1999 2000 2001
WORLD J12RR0 2MBh 23R12 24428 27RTY 2T moo o0 100 100 tooo o 1000
CHINA 16920 18578 12864 1B266 18709 18344 51,9 56,3 544 F25 b7.6 B35
[TALY 7292 BE3R 4931 4178 304 D 224 00 s 171 134 141
YIETNAM 68,6 726 780 838 1048 1027 A b 33 34 38 38
FRAMCE 1076 140 1273 55,7 82,1 8.5 48 51 b4 40 30 33
N KOREA 546 488 410 420 490 420 17 17 17 17 148 16
UMITED KINGDOM 81,1 745 ki3 a6 345 s 25 26 29 17 12 12
PHILIPFINES a0k LN 23 27k 286 74 1.2 1.2 1.2 11 1.0 1.0
USA 492 440 342 328 ne 27 15 16 14 13 11 0.8
INDOMESIA 248 247 171 18 165 192 04 04 07 08 06 07
KOREA 1159 B6,5 BE,3 436 281 187 36 24 24 148 1.0 07
THAILAND 280 26,3 149 126 1410 149 04 04 0.6 05 05 0.6
GERMANY 394 17 7 00 146 137 1.2 11 11 0.8 0.5 0.5
(MDA 138 75 49 7.3 295 122 0.4 0.3 0.2 0.3 11 05
SWITZERLAND 173 139 123 100 102 107 05 05 05 0.4 04 04
HOMGG KONG B2.7 375 177 1.7 108 8.1 18 13 0.7 0.5 0.4 0,3
(OTHER 783 700 572 51,0 734 533 24 25 24 21 27 20

Source: Data from Japan's Ministry of Finance, analysis by USAID Mol T PEG office.

One theory isthat Japanese producers have largely relocated production to joint ventures or
subsidiaries in China, taking advantage of the open door to foreign investment, political stability and

low-cost but highly productive Chinese labor.
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Whether or not ASEAN, including Indonesia, can attract investment under the AFTA into
the TTP industry will be an important consideration in future competitiveness. Clearly, however,
Indonesian and the other ASEAN countries will have to re-think their strategy if they wish to

maintain a foothold in the Japanese market.
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Chinainthe WTO: Increased Competition

China’s recent accession to the World Trade Organization (WTO) on January 1%, 2002 is
likely to give rise to intensive competition for the export-oriented TTP industry in Indonesia,
particularly in the US market where quota constraints have hitherto been tightly maintained against
Chinese products. Isit possible that what China has been able to do in Japan might be repeated in
Indonesia’s other two main markets: the United States and the European Union (EU)? We will
examine recent US import data for the first quarter of 2002 in order to evaluate the impact of
China once it begins to enjoy the liberalization of import quotas associated with the Uruguay
Round Agreement.?

US import data through the first three months of 2002 in both volume and value provide a
very preliminary glimpse of what may in store with China's improved market access. In value
terms overall US imports of apparel have fallen by 12 per cent in the first quarter of 2002
compared with the same period in 2001 and this may reflect the lingering impact of the US

recession on clothing demand (table 14).
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2 Prior to this year, Chinawas constrained by very small quota increases, particularly in the US market.  With WTO
membership, China must be treated like all other contracting parties and will gain full benefit from the integration of
TTPinto the WTO.
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However, imports from Indonesia fell by nearly 15 per cent while those from China were
virtually unchanged in value terms. Essentially, the drop in current dollar values reflects lower
prices more than reduced volume of shipments. To seethis more clearly volume data (in units of
square meter equivalents) reported by major shippers are drawn upon. In volume terms, US
TTP imports from China have surged, with growth of over 47 per cent in the first quarter of 2002
compared with the same period in 2001 (table 15). The volume of MFA apparel imports from

China was up 15 per cent in the first quarter and for textile items was up a huge 74 per cent.

Table 15, US Imports of Apparel from China, by US Quota Categories 2000, 20017 and Y TD 2002
[(Soquare MMeter Equivalents)

Fercent

Year to Date Change 2002
Control Calendar ¥ear First Qluarter =1 2001 - Market
lewel Cluota CategoryhDescription Zoo0 2001 2001 2002 Q12 200z Share

Aggregations:

[RIEFLN m} Total MMEA, 221759 2.210,7 4G F1F e 47 2 Fe:
[WEELY 1 Apparel MMEA 929 2 975,00 215.,7 251 .1 14,5 5,4
[RIEELN 2 Mon-Apparel kAFA 1.288.7 1.234.7 Z2E9.0 456 .5 F3.5 =.4
[WIEFN 11 Yarns 27 6 216 5.0 5.7 -5, o"
[RIEELN 12 Fabrics 405 .3 331 1 FEB 1355 a0 5.4
[RIEFLN 14 Pade Ups £ Misc SISt ] SSz2.0 185 .4 3253 5.5 14,7
[WIEELY =0 Cotton Products 247 .0 945 65 229 .9 3353 47 1 e
[RIEELN 31 Cotton Apparel 31205 3420 a1 .1 1132 24 .5 4.1
[WEELY 32 ot Mon-Spparel B34 .2 s00.5 138.9 2252 52,1 11,3
[RIEELN =1u] rARAF Products FaE 1 BE 1 150,32 2550 B .3 5.2
[RIEFN 51 PrAMFE A pparel 4341 453 .4 83 .5 =4 .2 -4.9 w0
[RIEELN 52 rARAF Mlon-Apparel =24 .0 3126 51,58 1805 192 6 4.1
[RIEFLN =] = and » Product 4594 474 2 1047 111 .4 5,4 B2.3
[WEELY 51 = and W Apparel 167 .0 161 2 35 .1 5265 =5.2 45,7
[RIEELN =2 S and % MNon-App =224 3131 [=1= = (== e -11.5 4.3
L= 69 Oth. Cot. hAanof 260,35 2599 s0.5 1110 =226 153
L} B70 Flat Soods, etc 115,77 05,7 20,5 a5 .9 183.5 20,5
[} =151=] Other PARF BAanof =9.0 40,5 P 28,9 286 ,1 3.8
= 239 Baby Sarm £ Acc 221 20,4 b= g 3 13,7 0,0 4.9
L) Bs0 Dress Sown , Robe (=0 =1 501 os 1,7 2058 .2 [=arl
(] Zs0 Ciress. Sowhn eto =5 3.4 2.4 [SE] 156 .8 .4
[ 549 Bras/Ot Bod Sup = 4.3 o5 3.1 4031 a.5

Source: US Department of Commerce - OTEXS - hMajor Shippers Report.

Mote: SL is a specific limit on a category as opposed to S which is a general limit on multiple categories.
In 2001, no general limits were constraining on China.

O denotes a category that has been fully integrated into the W“WTO (gquota has been fully remowved).
Additional categories may have been partially liberalized/integrated, leaving an indication that & SL applies,
but the limit applies to a reduced number of products.

Very large volume increases have taken place in markets of direct export interest to
Indonesia: imports from China of man-made fiber braziers, for example, rose by over 400 per cent
in volume in the first quarter of 2002 compared with the same period in 2001.

Overall import volumes from various suppliers of the US market are compared for the first
quarter of 2002 (table 16). While import volume of apparel from all sources was down by about
2.7 per cent in the first quarter of 2002, import volume of all types of apparel from China rose

sharply by 14.8 per cent and is likely to rise further due to the seasonal pattern of shipments of



Chinese apparel products.  In contrast to China, the volume of US MFA apparel imports from

Indonesia in the first quarter of 2002 was down by 7.7 per cent.
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China Safeguards

China has agreed to two strong provisions to address U.S producers concerns regarding
import surges of textilesand apparel.  The first provision is textile specific and permits restraints
on imports that are “due to market disruption, threatening to impede the orderly development of

trade in these textile and apparel products.”?®

The textile specific safeguard covers all textile and
apparel products under the WTO Agreement on Textiles and Clothing (ATC) as of January 1995.
The textile specific safeguard will provide one year of protection and will be available through
2008 (three years). Chinawill not have aright to retaliate against arestraint.

Of equal importance to the US textile and apparel industry will be the product specific
safeguard that may be applied against any surge in imports from China—including textiles and
apparel. This safeguard may be used to address rapidly increasing imports from China that

“cause” or “threaten to cause” market disruptions on a product specific basis. Protection under

% \www.uschina.org/public/wto/factsheets/textil esspec.html.
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the product specific safeguard will be provided for three years with the possibility of a two-year

extension. Producers will have recourse to the product specific safeguard for 12 years after 2005.

Preferential Trade Agreements

China is not the only problem facing Indonesian TTP in the US market. As can be seen
from table 16 and table 17, the value and volume of shipments from AGOA countries (sub-
Saharan Africa) and from the CBI countries under preferential trade is rapidly growing. In
contragt to the overall contraction of imports in value terms, imports from AGOA and the CBI
countries, show positive growth in the first quarter of 2002 (table 16). In volume terms, a
number of African countries have growth rates of over 50 per cent in the US market in the first
quarter of 2002 (table 17). These increases are for the most part probably caused by the US use
of trade preferences and not by changes in comparative advantage.  These issues are examined
in the following section.

Preferential trade agreements (PTAS) cover an increasing share of the total volume of
world trade®* Thisis certainly the case in the US apparel market, where in 1995 an estimated 15
per cent of apparel imports came in under various preferential programs.  Yet in 2001, fully 21.1
per cent of apparel imports came in under reciprocal preferential trade agreements such as
NAFTA. An additional 16.7 per cent of US apparel imports entered the market under the GSP
and the HTS 9802 production sharing program, which essentially confer duty free status on the
eligible imports. Indonesia accounted for only one-tenth of one per cent of production sharing
imports in 2001 and makes scant use of the GSP program (less than one per cent of US apparel
imports from Indonesia are under GSP). Hence, Indonesia is almost completely outside the
preferential arrangements in the US market and is similarly excluded from the expanding

preferential trading networks of the 15-member European Union.

2% The World Trade Organization estimated that 42 per cent of world trade volume is on a preferential basis (1993-
1997) and it islikely that the shareis now close to 50 per cent.  See the WTO homepage for further analysis:
www.wto.org/
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There is presently a rising tide of preferential trading arrangements around the globe,
including East Asia.  Japan, Korea, Singapore. Thailand, Hong Kong, Australia and New Zealand
are actively negotiating or have concluded free trade agreements among themselves or with
partners across the Pacific and Indian Oceans. Singapore is also negotiating free trade
agreements with both the EU and the EFTA in Europe. Indonesia is not party to any of these
agreements with the exception of the Singapore-US FTA where electronic products produced in

the Batam EPZ may be eligible for US concessions. In any case, the concessions will not apply

toTTP.

Tabls 17, 15 Irpars of CoFon Wersay Appers] PFEHIIN [Wilian 1S Dy Prid as Pacenlage ol Vales]
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US tariff preferences provide a significant margin of preference for members as opposed to
non-members.®®  Effective duties paid on US apparel imports ranged from a low average of 0.5
per cent for members of NAFTA (Mexico and Canada) to a high of 18.2 per cent for Indonesia.
Effective duties paid in the US market for cotton woven apparel averaged 10. 2 per cent for the
world but were as low as 0.2 per cent for NAFTA members but were as high as 15-17 per cent for
developing countries outside the preferential agreements, including for Indonesia (table 17).

For man-made fiber woven apparel, global average duties paid on US imports were 12.5 per cent

% |n the case of Mexico, under the terms of the NAFTA agreement, the US eiminated quota restrictions on imports of

TTPfrom Mexico but imposed highly restrictive “yarn-forward” rules of origin in exchange (Cameron and Tomlin
2000).
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in 2001 but were just 0.9 per cent for NAFTA but over 20 per cent for Indonesia (even higher than

duties on Chinese imports—see table 18).

ekl 10, U5 bwpsams. o Miewn-id ks [ibas Wiessn Sppase| 1991-2000 [Milkon BUS Svvrage Dak Pad & 8 Porcss ol Vakes)

Preferences extended to Pakistan in TTP in the EU and the US markets resulting from the
security cooperation in the fight against terrorism could also result in the erosion of the market
share of Indonesian products in these large markets. Data were compiled on the top 45 US
imports of textiles and apparel from Indonesia by US MFA categories (ranked by value of imports
in 2001).%° Pakistan competes with Indonesia in 34 of these 45 product groups. Pakistan filled
up 90 per cent or more of its quotain 7 of these categories. Hence, any relaxation of US quotas
on a preferential basis will likely lead to increased Pakistani market shares in these product
categories.

China is a major competitor in 44 of the top 45 Indonesian MFA categories in the US
market. China had filled its quotas (90 per cent or greater) in 20 of these categories. Hence, with
better market access under the WTO liberalization for China, and with additional concessions to
Pakistan, Indonesian producers will have to compete fiercely to maintain their share of the US
market. The pictureis likely to be similar in the European Union for Indonesian exporters.

Within the new regional and cross-regional free trade agreements, some will have
potentially large impacts on TTP exports of Indonesia. Trade diversion effects are likely to be

important where large markets for Indonesian exports are subject to penetration on a preferential

% These data tables are available from the authors upon request.
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basis by partners with substantial capacity in TTP. For example, an FTA between Japan and
Korea could severely disrupt Indonesian exports of textile yarn and fabric to Japan and Korea, both
of which have substantial capacities in these sectors. Such trade diversion effectsin TTP are less

likely to take place in the New Zealand-Singapore FTA as neither country possesses much TTP
capacity.

International Market Access with end of MFA at end of 2004: Is the industry
preparing adequately for open competition?

Implementation of MFA liberalization under the UR Agreement has two components: 1)
guota relaxation and liberalization under the growth on growth schedule and 2) integration or the
complete phasing out of quotas so that only tariffs restrict imports of TTP. The liberalization of
guotas takes place over a ten-year period ending on December 31, 2004, with completion of the
four phases of quota liberalization. While a good deal of the liberalization is “back loaded”
(around 48%) to the final phase, as of year end 2001 aready 57 per cent of US imports of TTP
from Indonesia were unconstrained by quotas ($1.5 hillion) while 43 per cent of US imports of
TTP from Indonesia (table 19) were quota constrained ($1.1 bhillion).

Table 19, LIS Texdile and Textile Product Impors from Indonesia and LIS Cluotas, 2007 (Millian $)

LIS Imports of Textiles and Texdile Froducts from Indonesia

Constrained by Unconstrained by
Total Cluota 2001 Cluota 20071

Million § Million § Percent Rillion Percent

Apparel 2227 1.082.4 48.4% 11303 B1.1%
tade Ups 209.68 0.0 0.0%: 09,6 100,0%:
Fahbric H2.4 4.2 45% ao.3 q95.5%%
Ne=111 31.3 0.0 0.0%: 1.3 100,0%:
Tuotal 25461 1.086.6 42, 7% 1.4549 5 h7.3%

source: Authors' analysis of US Deparment of Commerce Major Shippers and Performance Reports.
Mote: The authors define any guota filled to 90 percent or more as constraining.

Virtually all of the $1.1 billion in Indonesian exports to the US that are quota constrained

will face competition from other quota constrained countries when these quotas are removed.?®

" The authors define a quota as constraining if it was at least 90 percent filled.

% Quota category 331 — cotton gloves with $3.9 million of Indonesian exports to the US, category 644 — Women and
Girls MMF suitswith $15.5 million of Indonesian exports to the US are the only categories where Indonesia was the
only quota constrained shipper.
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Moreover, the majority of these quotas will not be removed before January 2005.*°  In the interim
period 2002 — 2004, Indonesia will enjoy one of the highest quota growth rates amongst the
constrained suppliers averaging 11 percent per annum starting in 2002°°.  The Big Three suppliers
(Korea, Tawan, Hong Kong and China) have on average the lowest quota growth rates, averaging
less then 2 percent per annum in the interim period. In cotton products, traditional suppliers such
as Turkey, India, Pakistan and Bangladesh enjoy varying levels of quota growth and will be the
principal source of competition in these cotton categories. With numerous suppliers initiating or
having initiated revitalization programs aimed a enhancing their competitive positions in
preparation for 2005, the unconstrained suppliers could rapidly increase shipments up to their
guota limits thereby putting further pressure on prices and Indonesia’ s market share in the interim
period (see section VI of this paper for a review of revitalization programs underway in the
region). This could be the greatest threat to Indonesia’s market share in the interim period.*

In contrast to Indonesia’s quota constrained exports, nearly 75 percent of Indonesia’s
$1.5 billion in non-quota constrained products will face increasing competition starting in 2002 as
guotas are loosened or eliminated on constrained competitors such as Bangladesh, China, India,
South Korea and Pakistan (table 20).

Tahkle 20. S Impors of Texdile and Texdile Products from Indonesia Unconstrained by LS Cluotas
2001 (Millicn §)

IUnconstrained LIS Impons of Texdiles and Textile Froducts from Indonesia
Other Foreign Suppliers Other Foreign Suppliers

Total Constrained by quota Unconstrained by Cluota

hdillion § kAillion § Fercent hillion & Fercent

Apparel 1.130.3 871.5 EEA 258,48 22.9%
bade Ups 204,56 208.4 99.4% 1.2 0.6%
Fahric 84,3 1.6 1.8% Bh.7 58.2%
Yarn 31.3 3.2 10.2% 28.2 8Y9.8%
Total 1.458.5 1.084.6 74.3% 3744 25,7%

Source: Authors' analysis of LS Department of Commerce Major Shippers and FPerdormance Reports,
Mote: The authors define any quota filled to 90 percent or more as constraining.

% Quota categories 350\650 cotton and MMF robes -- $12.9 million and category 331 cotton gloves -- $3.9 million
will be at least partially integrated in 2002.

% preferential suppliersto the US market generally have the highest average growth rates in their quotas, but these are
for special quotasthat have restrictive rules of origin requiring the use of US cut and formed fabrics.
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It is likely that Indonesia will lose sales and market share to these competitors as they enjoy more
liberal market access. We estimate that 38 per cent of the $1.5 billion in US imports from Indonesia
that enjoy unconstrained access will be subject to intense competition from the quota-constrained
producers in January 2002, since quotas will be removed in accordance with the integration schedule.

Table 21 illustrates one such apparel product—babies garments.®

Table 21. US lmports of Babies Garments, 2001 - 2002 (Million LIS

January - April

Fercent
Calendar ¥ear “alue (Million $LIS) 2001-2002 Market Share

2000 2001 2001 2002 Girowth 2001 2002

WWORLD 17829 1853 2 568 .7 5031 -11.7 1000 1000
THAILMD 2765 294 5 a5 5 823 -13.7 16 .5 16.4
HG KOMG 1767 206 1 B2 8 306 =51 .4 11,0 5.1
CHIMA P 124 2 1207 283 BS54 133 .0 5.0 131
PHIL R 146 5 167 5 553 40,7 -26 4 9.7 8.1
MO S A, 103 3 136 .2 3948 289.4 -26.3 7.0 5.8
BrGLDSH 751 9B 5 26 B 205 -23.0 4.7 4.1
MBI O 92 b 92 B 278 213 -238 448 4.2
Other 787 8 7783 2334 2125 -85 41,0 42 2
_ANMDEAM C = 285 10,4 9.3 -10 B 18 1.9
_ASEAM B24.0 727 A 2249 1933 -14 1 395 35.4
_CHKT 4650 4525 1228 1222 0.5 216 24 .3
_CBl 2181 1891 590 437 -26.0 10,4 8.7
_EC12 15,0 16 6 5.7 5.4 -19.7 1.2 1.1
_Els 16 .3 176 G 5,7 -12 2 1.2 1.1
_HEL LT 3407 3315 94 5 a6.3 -40 .4 16 6 112
_OECD 1283 114 3 34 B 326 -5 .8 5.1 5.5
SUB-54AH =] = 3.0 3.7 250 0, o7

Mote: Category 239 was largely integrated in 193958, however, China did not receive integration before
it accession to the WTO in 2002,

The US imported $136 million in babies’ garments from Indonesiain 2001. Quotas were
largely removed from quota-constrained suppliers, principally China, in January 2002. In the
four month period January-April 2002, Indonesia's market share has been reduced from 7.0
percent to 5.8 percent in value terms. The same conclusions were found in quantity terms.
Indonesia’s exports of made-up products will also experience increased competition in January
2002. Luggage isone of Indonesia’s largest exportsto the US market. Quotas were removed on
this product in January 2002. Table 22 illustrates that while Indonesia’s shipments in value

terms decreased dramatically, it held its market share.

3 China has been rapidly building capacity in man-made fibers. India completed a revitalization program in 2001 and
initiated a second round of measures aimed at further enhancing its competitive position. Malaysia is relocating its
apparel production to low cost labor countries such as Vietnam and the AGOA nations.

¥ Other appare products include categories: 659 — Other Man-made fibers, 847 — Silk Trousers, 350 — Cotton Robes,
835 — Silk Coats, 650 Man-made fiber Robes, 331 — Cotton Gloves, 649 — Man-made fiber Brassieres, and 369 —
Other Cotton.
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Table 22, US lmports of Luggage, 20017 - 2002 (Mdillion L5

January - April

Percent
Calendar ¥ear “alue (Million $US) 2001-2002 Market Share

2000 2001 2001 2002 Groweth 2001 2002

WORLD 1736,601 1614 489 539 412 400 226 -25 8 1000 1000
CHIMA P 457 524 394113 110848 163777 477 205 409
THAILMDY 2855969 302,418 101 677 51,332 -49 5 18,8 128
PHIL R 247 036 234 435 81 527 44 311 -45 B 15,1 111
IMNDMSLA, 147 135 165507 51,914 F39.28 -24 .3 9B 9.5
CHIMA T 112 864 110 268 35 086 13,18 -B2 .4 BE5 33
SRI LA, 103,415 106 267 40,34 20 862 -48 3 75 52
ITALY 82,406 B9 765 31,203 13,521 -56 7 58 34
Other 300 2 2317 86 8 540 -37 8 16,1 135
_ASEARN E99 109 720652 241 803 143 B2 -40 B 44 8 3549
_CHKT BE1,829 569,732 167 912 190,195 13,3 311 47 5
_ZBI 24 414 20182 5523 3525 -45 .0 1.2 o9
_EC1Z2 93,31 81,514 36 027 16,72 536 6.7 4.2
_Elhns 93 762 81,754 36,045 16,759 -53 .5 6.7 4.2
CHEKT 204 305 175619 57 054 26,418 -53 .7 10,6 BB
DECD 190 675 156 537 B0, 771 30,19 -50 .3 11,3 75

Source: US Department of Commerce Major Shippers Report.
Mote: Category 670 was integrated in 2002, China was the only quota-constrained supplier in 2001,

However, table 23 illustrates the same analysis in quantity terms results in a decline in
Indonesian market share from 9.2 percent to 7.7 percent.  Maintenance of Indonesia’s market
share will require producers to upgrade quality, reduce coss of production and to respond quickly

and efficiently to customer demand.

Tahble 23. US Imports of Luggage, 2001 - 2002 (Metric Tans)

January - April

Percent
Calendar ¥ear Wolume (Metric Tonsg)  2001-2002 Market Share

2000 2001 2001 2002 Sroweth 2001 2002

WORLD 204 385 199 120 B4.870 55.591 a7 100.,0 1000
THAILMD 45.024 50.687 16.183 8.621 -A6 .7 249 147
FPHIL R 35.420 35.444 12313 5055 -50.5 19,0 103
CHIMA P 32.065 258.580 7. BE3 27 B25 2605 11.5 471
IMOMS1A, 16.347 19.470 5954 4. 497 -24 B 92 i
SR Lk, 20.350 19.034 7 E74 4076 -45 9 11,5 7.0
CHIMA T 14672 16.434 4 932 1.854 -61 6 7B 32
KOR REF 8.703 7327 1.870 936 -49.9 29 1.6
Cther 27712 21.215 5272 4. 888 -40.9 12,5 8.3
_ASEAR 104 455 110.310 35616 20649 -42.0 54 9 352
_H K, T 55374524 52528 14.564 30.983 1127 225 529
_izBl 4 639 3.183 1.030 775 -24.5 16 1.3
_E1z2 924 7B 3049 222 -283 05 0.4
_ElHs Q45 iT 312 225 -27 8 05 0.4
_HE KT 23.807 239458 5.901 3.3549 -51.3 106 57
QECD 9925 5.333 2271 1.249 -45.0 3.5 2.1

Source: US Department of Commerce Major Shippers Report.
Mote: Category 670 was integrated in 2002, China was the only gquota-constrained supplier in 2001 .

Quota-Fill Rates

Performance in non-quota markets may provide an indicator of preparedness for the

coming end of the MFA. Inthiscontext, Indonesia’ s relatively weak performance in the Japanese
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market (discussed above in Section 1V), does not bode well for the future. Indonesian producers
may need to do more to lock in their shares of the major markets in Europe, North America and
East Asiain the coming years. Greater use of production sharing arrangements, atraction of new
foreign investment or new partners through mergers and acquisition, and even negotiation of
preferential trading arrangements may be necessary steps given the changes in the global and

regional markets for TTP.

Imports of TTP-Related Inputsin Production

Recent import data from the Central Statistical Agency have been compiled to examine the
impact of the global downturn on the TTP industry in Indonesia (table 24). The quarterly import
data for 2000 and 2001 reveal the sharp turn of events in the global economy’s impact on
Indonesia. Imports of raw materials, intermediate goods and machinery for TTP and footwear
(also amajor user of TTP intermediate products) turn sharply negative in the third quarter of 2001
and fall even more sharply in the fourth quarter of the year compared with the same period in

2000.
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This is aso the case with textile and leather working machinery, indicating investment,
after growing strongly in the first half of the year is now falling off dramatically.  For the year as
a whole, machinery imports are down about 10 per cent and it does not appear that this will turn

43



around immediately in 2002 in spite of the ensuing recoveries in major markets expected during
the course of the year.

Investment in new machinery is critical if Indonesian TTP producers are to begin serious
preparedness for the changes in the global trading environment for TTP. New machinery,
particularly CAD-CAM machinery is essential for upgrading quality, improving design capability,

and meeting the increasing sophisticated demands in the market place.

China’'s Competitive Edge

China has some formidable competitive abilities in apparel manufacturing with its skilled
and productive, yet inexpensive, labor force. China's large domestic market also allows firms in
the TTP industry to exploit scale economies. Together with China's ability to attract foreign
direct investment, TTP producers are able to gain access to advanced technology and machinery
and to upgrade their indigenous capacities. Moreover, as a result of joining the WTO, China is
scheduled to reduce tariff protection on imported intermediate inputs and machinery. For
example, tariffs on chemicals are to be reduced from 35 per cent to zero, 5.5 or 6.5 per cent. The
average duty on imported final products will be reduced from 25 per cent to 11 per cent. These
reforms will encourage a more efficient TTP industry. The ensuing flow of Chinese apparel
exports will be so large that the World Bank estimates that 44 per cent of global exports of apparel
will be from China by 2005. lanchovichina, Martin and Fukase (2000) use a Compatible General
Equilibrium model (CGE) to egtimates changes in China's share of world exports. As the
Japanese TTP market is already dominated by China and Europe is making many preferential
arrangements in Africa, the Middle East, Eastern Europe, South Asia and Latin America, it is
likely the US will be the primary destination for China’'s TTP exports in future. The following
four cases illustrate what this might mean for Indonesia.

Tables 21 and 22 include data for two major Indonesian exports—babies garments and

luggage (these products comprised $300 million dollars inlndonesian exports in 2001, and were



major contributors to Indonesia’s past growth in apparel exports) and illustrate what might be in
store for Indonesia. US imports from China of these products, which recently had quotas removed,
have surged by over 100 percent for babies' garments and 260 percent in luggage. China’'s success
has come primarily at the expense of other suppliers. Indonesia’s exports of babies garments and
luggage declined by approximately 25 percent in both categories in the first three month of 2002 as
compared to 2001. Indonesia's experience in other product categories, were quotas were
eliminated on Chinese exports, has been similar.®®

Trade policy issues linked to competitiveness and export performance in TTP include the
rise in the use of antidumping, countervailing duties, safeguards and rules of origin. The latter
are necessary to enforce trade remedies as these are targeted to specific producers in specific
countries. Rules of origin must also be used to distinguish between products that are eligible for

preferential treatment and those that are not in the context of preferential trading arrangements.

Trade Remedies and the Rise of Antidumping

Trade remedies such as antidumping measures are likely to increase in coming years.
Two examples are worth citing.  Indonesian exports of manmade fiber blouses and shirts (imports
into the US from Indonesia in 2001 were $164 million) are up in quantity by 67 per cent, but unit
prices have fallen by nearly 8 per cent. For manmade fiber sweaters (imports into the US from
Indonesia in 2001 were $62 million) volumes have risen by 135 per cent while unit prices are
down by 20 per cent. Rapidly increasing import volumes coupled with stagnant or declining
average prices provide an ideal environment for US trade remedies, the most common of which is
antidumping. Presently, the United States has 30 antidumping and countervailing duty cases in
textiles and apparel, 2 of which involve Indonesian producers. The US textile industry has been
under enormous pressure from import competition as quotas are liberalized and eliminated. As

was the case in stedl, politically powerful textile interests, including companies and unions, are

% Other categories include categories 649—man made fiber brassieres and Other 369—Cotton Products.
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bringing pressure to bear on Congress. These interests are lobbying heavily for the US
negotiators to resist any reform of US trade law in the context of the WTO Doha Round
negotiations. Thus, Indonesia should not be surprised if more cases are filed against Indonesian
producersin the coming years.

Trade remedies are increasingly being used by developing countries as well. For example,
Turkey has applied anti-dumping duties on fabrics made of artificial filament yarns from Korea,
Malaysia, Taiwan and China PRC. Korea initiated a case against Pakistan on cotton yarns.
Additionally, their has been a rapid increase in the threat of anti-dumping investigations on
important textile raw materials such as polyester staple fiber by China PRC, Korea, Jpan, Indiaand
the EU which could propagate down the production chain since a common method of
circumventing anti-dumping duties is to transform the dumped product into higher value added
products, such as man-made fiber fabrics and apparel. Even if Indonesia were to avoid being
subject to anti-dumping duties, the underlying cause, over supply, and trade diversions caused by
anti-dumping measures could have a significant impact on selected Indonesian industry segments.

Globally, between 1987 and 1997, increased antidumping investigations and antidumping
measures have been in evidence. WTO data for that period on antidumping globally reveal that
East Asian textile producers were among the most intensively investigated industries in East Asia
(8.67 per cent of all investigations) and also among the most penalized by antidumping measures

(7.34 per cent of all measures against East Asia).**

Conclusions

During the first four months of 2002, the Central Statistical Agency (Berita Resmi Statistik,
3 June 2002) reports that the TTP sector has experienced a 12 per cent contraction in exports
compared with the first four months of 2001. The decline is much steeper than the overall
decline in the non-oil export growth rate of 6.8 per cent during the first four months of 2002.

This confirms the concerns with regard to the outlook for TTP exportsin 2002. Comparable data

46



for other countries in the region reveals that growth of apparel exports from producers in
Bangladesh, the Philippines and Thailand are contracting (particularly exports to the US), but that
India, Vietnam and China are continuing to increase exportsof TTPthisyear. Inamost all cases,
the countries concerned are moving swiftly to implement new strategies aimed at coping with the
competitive challenge from China and the changing international trade rules governing TTP.

India, for example, is in the process of removing all quantitative restrictions on imports and
is reducing duties charged on imports of textile working machinery under its Duty Entitlement
Passbook Scheme.  The central and state governments are working to set up special economic
zones (SEZs) modelled upon China’'s own Shenzen Special Zone. New Delhi is providing
financial support for the establishment of 15 “apparel parks’ in association with state governments
in major apparel-producing areas such as Ahmedabad, Bangalore, and Chennai. The parks will
be equipped with training centers. Large firms are being encouraged to invest in these parks
under the “dereservation” policy.

In the Philippines the government, similarly, is working to prepare a “transformation plan”
to invigorate the apparel sector and will provide relief from excessive regulation and streamline its
system for alocating quotasto clothing exporters. Financial support will be provided for clothing
companies seeking to import new machinery.

Vietnam has secured market access in the United States under its bilateral trade treaty.
Recently, Taiwan's largest textile group (Formosa Plastics) began developing a large new textile
complex that will produce polyester and rayon yarns and will add weaving and finishing plants in
anticipation of the rapid growth in demand resulting from an expected surge in exports of apparel,
particularly to the US.

Malaysia is seeking to automate domestic production in order to overcome labor scarcities
and will relocate labor-intensive segments overseas, particularly in Vietnam, but also to Africa (a

move that could position Malaysian-owned firms to gain preferential access to the US and EU

3 See James (2000) for more detailed information on antidumping use against East Asia.
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markets under various schemes). Other countries are also moving to counter the shift of TTP
trade from the MFA to various preferential schemes by negotiating their own preferential deals
with the US and EU. Amongst these are Bangladesh, India, Cambodia, Laos and Nepal. Brazil
IS positioning itself to increase production of textiles with massive new investments aimed at
capturing the expanding import markets for intermediate goods resulting from the global
expansion of apparel production and trade.

In light of the rapidly changing international environment with intensified competition
from low cost suppliers like China and the increasing tendency towards preferential trade
arrangements there will clearly be difficulty on the side of international demand facing Indonesian
producers. On the domestic or supply side, the rising costs of domestic production associated
with decentralization and increased labor restiveness, threaten to further erode Indonesia’s ability
to compete internationally in TTP.  What can Indonesia do to counter this “double-squeeze” and
to position its industry to take full advantage of global trade liberalization that is unfolding in the

next two-three years?

Recommendations for Indonesia
External Challenges

1. Indonesia needs to consider actively seeking and obtaining tariff preferences, either
through production sharing arrangements (such as Japanese producers have in mainland
China) or through prefential trade agreements.

2. Indonesia could adopt a hybrid approach of seeking to attract more investment into the
bonded zones or specially designated apparel parks. It would seek to import intermediate
products from textile producers in the US, Japan ,Korea, Taiwan and Europe in order to
secure better market access for apparel exports.

3. Should Indonesia decide to establish facilities such as aparel zones or parks in order to
attract greater private and foreig direct investment, efforts should be made to provide an

investor friendly environment with reliable and competitive labor, including training
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facilities, adequate infrastructure, including power, roads, water supply and land and
expedited customs treatment for imported machinery and components and export
shipments.

In order to face the China Challenge, Indonesia should seek access to the Chinese market
for Indonesian textile products, including cotton and man made fiber yarns and fabrics.
Indonesian producers should seek to enter into long-term supply contracts with apparel
manufactures in China and provide reciprocal access for Chinese apparel products using
Indonesian inputs in the Indonesian market (production sharing).

Indonesia in the Doha Round WTO negotiations should push for maximum cuts in MFN
tariffs on TTP and should offer reciprocal reductions in its own TTP tarifss. This will
reduce the effect of discriminatory preferential trading arrengements.

Further, in the WTO negotiations, Indonesia should support stricter disciplines over use of
contingent forms of protection: antidumping, countervailing duties, safeguards and their

enforcement mechanism-rules of origin.

Internal Challenges

1.

Indonesia needs to find an appropriate balance between ensuring worker’s rights and
welfare on the one hand and remaining internationally competitive on the other. The TTP
sector cannot continue to sustain nominal wage growth of 30-40 percent per annum. Nor
can it absorb the costs associated with the more controversial aspects of rulings such asthe
severence pay decree. It isimportant that short run populism does not result in medium
term destruction of the industry, particularly as it employs, both directly and indirectly,
approximately 5 million people. For thisreason it is advisable for the central government to
undertake a comprehensive review of recent labor policy measures to determine whether
they are truly in the national interest.

The present institutional arrangements governing local regulations are failing. In the

medium term, Indonesia needs to develop a new national framework, whereby the onus of
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reviewing and justifying local regulations is returned to regions. The review process could
be based upon key legislative principles set by the central government, and carried out
according to established methodologies and procedures developed in other countries, such
asthe ‘National Competition Policy’ framework that has been so successful in improving
the business environment in Australia. In the meantime it is important the that central
government take a more active and aggressive role in reviewing, and if necessary

rescinding, local regulations that undermine the national economic interest.
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